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ADVANCE LETTER ON 

GENERAL BUSINESS CONDITIONS 

June /, I<p20 



MAY was characterized by a marked increase in 
rates on commercial paper, curve C, accom- 
panied by a decided decline in security prices and the 
volume of speculation, curve A. 

Choice double-name sixty-to-ninety day paper in 
New York is now quoted at 7! per cent, a rate that 



accomplish much good and cause a comparatively small 
amount of business distress. 

Expressions of opinions by bankers, merchants, and 
manufacturers concerning the probable trend of com- 
modity prices during the remainder of 1920 are con- 
flicting. Some are impressed by the weakness in May of 
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Group A — Speculation: New York Bank Clearings, Shares Traded on the New York Stock Exchange, Price of Industrial Stocks. 

Group B — Business: Bank Clearings outside New York City, Bradstreet's Price Indices. 

Group C — Banking : Rate on 4-6 Months Commercial Paper, Rate on 60-90 Day Commercial Paper. 



Explanation: Each one of the three curves is based upon a homogeneous 
group of statistical series, that is, the members of each group have synchron- 
ous cyclical fluctuations after having been corrected for seasonal variation 
and normal growth, and expressed in comparable units. In other words, the 
corrected series of each group fluctuate together. 

Our interpretation of the fluctuations of the three curves of the current 
index chart is based upon the relationship which was discovered among simi- 
lar curves for the period 1903-14. All three curves had wave movements, but 
the upward swings and the crests of the waves were not reached simultane- 
ously. The major movements of speculation preceded those of business by 
4 to 10 months, and the movements of business preceded those of banking by 
2 to 8 months. The sequence of movements holding for upward swings and 
crests also held for downward swings and troughs. 

The relationship between the curves which held for the pre-war period 
appears to have reestablished itself in 191 9 so that the movements of the 
curves constitute a basis for forecasting. Our forecasts, however, are not 



based solely upon the index of general business conditions, but they allow for 
the differences in underlying conditions as revealed by economic analysis. At 
present, the persistent rise of rates on commercial paper, curve C, and the 
decline of speculation from the high point of October, curve A, forecast a 
decline of business activity and commodity prices, curve B, which will take 
place some time between April and December 1920. 

The time and extent of the recession, if it occurs, in business activity and 
commodity prices depend upon the operation of two powerful opposing 
forces. On the one hand, the shortage of commodities and buildings, abnor- 
mal foreign demand for goods and credit, the railroad tie-up, and active retail 
trade in the United States make for immediate business activity or higher 
prices. On the other hand, inflated currency and credit, depleted reserves and 
increasing interest rates, all indicative of capital strain, make for a slackening 
of business activity and lower prices. At present the money market appears 
to be the crux of the situation, but we recognize the possibility of the 
entrance of other factors which may alter the course of developments. 



indicates an extremely tense credit condition. Credit 
may become easier either by further banking expansion 
or by a decrease of prices and business activity. Fur- 
ther banking expansion is undesirable and even dan- 
gerous at this time. Liquidation of commodities is the 
logical, although somewhat unpleasant, remedy for the 
present difficult situation. 

Although liquidation is needed as a corrective, yet 
such liquidation need not be, and probably will not be 
drastic. An average decline of 10 per cent in the prices 
of commodities in the next three or four months would 



the prices of such commodities as wool, silk, burlap, furs, 
leather, and Southern pine, by the contraction of build- 
ing operations, and the general resistance of buyers to 
price advances. Others hold, for instance, that the 
"price cutting in clothing is mistaken and nothing 
short of a nation-wide cataclysm could prevent prices 
next autumn averaging 30 per cent above those of 
spring," and that "increased production alone can bring 
down costs and retail selling must be governed by 
initial costs." 

With reference to the argument that selling prices 
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cannot decline until costs decline it should be pointed 
out that in the past revision of wages and operating 
expenses have usually, if not invariably, followed rather 
than preceded liquidation of commodities. If stocks of 
commodities are moderate and the banks are funda- 
mentally sound and wisely handled, such liquidation 
will not go to great lengths. It is the situation just 
described that appears to exist in the United States at 
the present time. 

Speculation 

In May curve A, representing speculation, declined 
from April to the lowest point since March 1919. The 
decline resulted from a falling off in all series of the 
group • — New York clearings, shares traded on the 
New York Stock Exchange, and prices of industrial 
stocks. 

New York clearings decreased from $21,800,000,000 
in April to $19,700,000,000 in May. This is a fall of 
10 per cent whereas May clearings usually run only 1 
or 2 per cent under those for April. It is probable that 
a portion of the decline should be attributed to the new 
Stock Clearing Corporation of the New York Stock 
Exchange which, it was announced, would begin 
operations about the first of May. The object of the 
Corporation is to enable brokers to make their settle- 
ments without depending upon the banks for day loans 
and certification of checks to the same extent as was 
formerly required. 1 

The average price of twenty industrial stocks was 
$91.40 in May compared with $100.80 in April. The 
average last month is about the same as that for April 
1919. The rise of the past year has, therefore, been 
canceled. During the month the figure declined from 
$94.41 on the fifth to the low point of $88.16 on the 
twentieth. 

The average price of twenty rails was $72.00 last 
month compared with $74.40 in April. The present 
monthly average is the lowest since 1898. Rails, unlike 
industrials, have shown a sagging tendency with a total 
decline of $16.50 in the past year. 

The number of shares sold on the New York Stock 
Exchange in May was about 16,980,000 compared with 
28,450,000 in April. The volume of sales last month 
was the lowest since February 19 19. 

Liquidation in stocks since last October has resulted 
in a decrease in prices of 15 to 20 per cent. In bonds, 
the decline of prices has been almost continuous during 
the past year. The large demands of business for credit, 
and high money rates are the chief forces operating 
against a prolonged rise in security prices. On the 
other hand, if the banks are able this summer to bring 
about moderate and gradual liquidation in commod- 
ities, thus decreasing their loans and increasing their 
reserves in preparation for the demands of the crop- 
moving season, it does not appear probable that there 
will be a violent and general decline of security prices 
from present levels. In other words, a prolonged bull 
market in securities is improbable until the credit 

1 See " The Stock Clearing Corporation " by F. E. Richter, Quarterly 
Jotimal of Economics, May, 1920, pp. 538-544. 



situation is corrected, and a collapse of prices is also 
improbable if deflation of credit and commodity prices 
is carried out intelligently. 

Banking 

Curve C, representing rates on commercial paper, 
moved upward at an accelerated pace in May. 

The average rate in New York on sixty-to-ninety day 
commercial paper in May was 7.25 per cent compared 
with 6.81 per cent in April; the average rate on four- 
to-six months paper was 7.44 per cent compared with 
6.97 per cent the previous month. Usually there is a 
progressive seasonal decline in April, May and June, 
but this year, so far, rates have advanced greatly. 

The combined federal reserve banks have not made a 
consistent improvement in the last three months but, 
it is encouraging to note, they have not become more 
extended. The statement for May 29 showed an in- 
crease of 13.4 millions in gold reserves, of 10.1 millions 
in net deposits, and of 21.8 millions in note circulation. 
The reserve ratio was 42.7 per cent and excess reserves 
were 222 millions, unchanged from the preceding 
week. 

The action of the New York Federal Reserve Bank 
in raising rediscount rates on commercial paper from 
6 to 7 per cent, on war paper from 5J to 6 per cent, on 
bankers' acceptances from 5 to 6 per cent, and on 
Treasury certificates from 5 to 5J per cent should be 
regarded as an important step toward deflation. 

Business 

The data for curve B are not available at this writing. 
The indications are, however, that outside bank clear- 
ings in May will show : a slight increase over- April. 
Despite the widespread talk of reductions in com- 
modity prices it appears improbable that the index 
numbers of wholesale prices will decline materially. 
Retail prices of dry goods have been most affected. 
The recessions which have occurred in wholesale mar- 
kets are neither violent nor extended over a wide range 
of important commodities. 

The analyses of business conditions by the federal 
reserve agents of various districts which we print indi- 
cate that general wholesale price recessions are ex- 
pected, not that they have taken place. 

The Federal Reserve Bank of Boston reported on 
May 29 that: 

"Pressure on manufacturers, particularly of shoes and 
cloth for lower cost goods, is being noticeably felt; 
large department stores and shops specializing in wear- 
ing apparel are liquidating inventories by means of 
appreciable price reductions, cancellation of orders in 
certain cases and hesitancy in making commitments fpr 
another season's goods at the prices demanded by job- 
bers and wholesalers; and with the logical result that 
middlemen, confronted on the one hand by this pro- 
nounced attitude on the part of the retailer and on the 
other by difficulties in procuring bank accommodation 
with which to carry their surplus stocks, are beginning 



to show symptoms of a willingness to unload at lower 
terms than manufacturers' prices. 

" During the past month there has been a slow but 
steadily increasing firmness in the money market 
evidenced by the fact that 6§ and 7 per cent have been 
more prevalent rates for banks to charge customers than 
heretofore." 

The Federal Reserve Bank of San Francisco on May 
15 said, "Prospects for good crops throughout the 
Twelfth Federal Reserve District are now better than 
at any other time this year, although the season is from 
three to four weeks late. . . . 

"Building was less active during April than in any 
previous month in 1920." 

On May 25 the Chicago Federal Reserve Bank said, 
"An exception to the declining price tendency is food- 
stuffs, where there appears to be, except in a few 
unimportant instances, no immediate prospect of 
improvement. . . . 

"At the present time, old stocks of canned goods and 
other staple groceries are practically exhausted and the 
outlook generally is for higher prices. . . . 

"Stocks of leather are now about normal, but the 
demand is apparently offset by the absence of any 
speculative buying. . . . 

"The demand for money and credit continues ex- 
ceedingly heavy. The large city banks in the district 
for some time have bought no commercial paper, their 
every effort being expended in the granting of credit to 
necessary lines of industry and business. The supply of 
credit available for normal requirements is greatly re- 
stricted by reason of the large volume outstanding in 
agricultural districts. . . . 

"Crop conditions now appear favorable although 
agricultural operations have been hampered to a very 
great extent by the shortage of farm labor and inclem- 
ent weather conditions. . . . 

"Building operations are far from satisfactory, new 
enterprises now being restricted to an almost negligible 
number. The leading cause for this, of course, is the 
high cost of material and labor, which has forced the 
abandonment of many projects that had been planned 
on the basis of conditions as they were six months 
ago. . . . 

"From the lumber trade comes a report of a decided 
drop in business and a weakening of lumber prices due 
to the slowing up in building operations." 

The Federal Reserve Bank of St. Louis on May 26 
stated that "there has been a slight shading in prices on 
some goods, but, as a rule, a steady average is main- 
tained. . . . 

"Prices of woodenware show little variation. . . . 
Candy prices hold about steady at recent advances, but 
there is an easier tendency noted. . . . The tendency 
of prices of drugs and chemicals is still upward. . . . 
Many manufacturers of clothing report a decided 
slump from the recent activity. . . . The prices of 



iron and steel products are very strong, with no indica- 
tions of decline. . . . The tendency of flour is toward 
higher prices. . . . There has been a decline in South- 
ern pine prices, with yards well stocked and a slowing 
down in buying caused by interruption of building 
operations by the railroad strike and its ramifications. 
For the first time in many months some of the mills are 
seeking business. . . . Prices of fur pelts averaged 20 
to 25 per cent under those realized at the February sale, 
the decline being ascribed almost wholly to the tight 
money market. ... In other miscellaneous lines, the 
peak in most cases seems to have been reached. 

"Pretty generally through the wholesale and jobbing 
strata of distribution a note of conservatism is being 
sounded. In certain lines, purchasing has slowed down, 
or is being pursued on a more discriminating basis. . . . 

" A canvass of retailers in various lines elicits the in- 
formation that conditions are less uniformly optimistic 
than earlier in the year. It is believed that in a ma- 
jority of cases the zenith of the upward movement in 
prices has been reached." 

The Federal Reserve agent of Kansas City reported 
on May 25 that "April was the first month to show 
anything like real recessions from the high tide of 
activity that has featured business in the Tenth Fed- 
eral Reserve District since the people began to apply 
themselves to tasks incident to after-war readjust- 
ments. 

"Many of the merchants' reports covering April 
business tell of a slowing down of buying by con- 
sumers and of some deliberate refusals to buy as a 
protest against high prices. 

"Since the adoption of the progressive discount rates 
by the Federal Reserve Bank of Kansas City there 
have been many evidences of curtailment of credit by 
the larger financial and commercial institutions of this 
district. The expansion of credit continued for about 
two weeks after the adoption of the progressive rate, 
owing to seasonal demands and commitments already 
made. Since the fifth of May, however, there had been 
a steady and consistent reduction, and it is felt that this 
reduction will continue gradually and on a safe and 
conservative basis." 

The Federal Reserve Bank of Minneapolis stated 
that "the steadily accumulating evidence of the month 
indicates that the peak of high prices has been reached, 
and that a general break has occurred. 

"The slowing down in trade and the price changes of 
the month have not affected the price of food stuffs to 
any extent, but have left an imprint upon many lines 
of retail trade. . . . There is an inclination on the part 
of the public to buy conservatively, and retailers out- 
side of the larger centers are cautious in accumulating 
stocks. They are working on a hand-to-mouth policy 
and ordering to fill current requirements only, and 
many have canceled outstanding orders. 

"Banking conditions have not changed materially. 
. . . Banks generally are encouraging their customers 



to restrict their borrowings to those that are necessary "Live stock conditions are improving under the in- 
fer the support of current business activities and fluence of spring rains which have been general over the 
agriculture, and to avoid speculative operations. entire territory, and which have overcome the impair- 

" Crop conditions are promising. . . . The reduc- ment of pasturage due to the drouth last year, 
tion of 15 per cent in acreage will not be important if "In the lumber industry, the reports indicate that the 
the present favorable crop conditions continue, and a demand for home building has decreased and whole- 
good average yield in the acreage seeded will give a salers of building material report that the tonnage 
very satisfactory total production. moved is under that of an average year." 
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